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Disturbances in economic and political environments
over the past decade have led to increased volatility in
interest rates, exchange rates and stock markets. As a
result, risks for those involved in commercial activities
are ever-increasing.
A financial futures market provides an efficient method
of risk re-distribution at well-publicised prices in an
open competitive marketplace which continuously reflect
movements in market rates. It is extremely effective in
providing precise reversal or adjustment of established
positions.
Well-developed financial futures markets exist in other
parts of the world, but they are relatively inefficient in
meeting the requirements of business concerns in Hong Kong.
It is therefore advantageous to most financiers to have a
futures market operating in this time zone with tailored
contracts to meet users' needs.
Once established, the Hong Kong Futures Exchange shoulc
offer stock index futures to attract local interest. The
introduction of international contracts will further enhancE
2Hong Kong's status as the Pacific Time Zone finance centre
of a 24-hour trading market. Furthermore, the Exchange will
assist in creating demand for a multitude of support services,
developing trading expertise, etc.
It is to the writers' knowledge that meaningful research
and preparation have been done by parties concerned in order
to make the Exchange a successful one. However, it is
important to note that an exchange can provide benefits to
society and to its participants only if it is frequently
used for executing transactions. The objective can be
achieved if the.Government would enact a Financial Futures
Ordinance to provide a minimum legislative framework and
adequate guidance to support the establishment of a self-
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Since the floating of the Hong Kong Dollar in 1973 a
financial market has been developing very quickly. At
present, Hong Kong is ranked as one of the top financial
centres of the world. The growth and sophistication of the
market has educated the business community and led to a rapid
increase in its treasury requirements, that is, foreign
exchange, funding and hedging of portfolio investments.
In the 1980's it has become more obvious that the presen
cash market and banking system is insufficient to meet the
growing demands of hedging, investment and speculative
operations of the business community.
Around the world new tools and vehicles are being devised
and proposed. These include Interest Rate Swaps, Revolving
Underwriting Facility and Options Trading. However, the most
well-established and widely used tool is the Financial Futures
Market. First inaugurated in Chicago, U.S.A. the International
Monetary Market has proved to be enormously successful.
London followed and the LIFFE (London International Financial
2Futures Exchange) was established. Eager to be the leading.
centre in Asia, Hong Kong and Singapore have already started
probing into the possibility and technicalities involved in
the setting up of their respective Financial Futures Markets.
As a matter of fact, a Financial Futures Working Party
was formed in February 1982 by members of the Hong Kong
Commodity Exchange (HKCE). An official proposal was submitted
to the Hong Kong Government's Securities and Commodities
Commission in July 1982. Unfortunately, with the HKCE
suspending several member firms from trading upon the request
of the Government, the project ran into a stalemate!
It was not until mid-1983 that a Steering Committee was
formed by a consortium of 10 local and international banks,
presumably under the-Government's influence. The Committee was
said to have injected valuable inputs regarding the Financial
Futures Market, among them the proposal to create a new
exchange independent of the existing HKCE. The rationale
being the general dissatisfaction with the control of the
pv-nom Pxohanae by a private comoanv.Seacom (Holdings) Ltd.
(South China Morning Post (Nov.17, 1983)
3Having adopted a policy to consolidate similar exchanges
under one trading roof, the Government has shown little
interest in adopting the Banks' proposal completely.
Instead, a decision was made to bring trading on all futures
contracts--- the existing ones in commodities and new ones in
financial instruments--- under the management of one
organization, namely the Hong Kong Futures Exchange.
The new exchange will be jointly managed by interested
bankers and current members of the HKCE. This arrangement
will deprive Seacom (Holdings) Ltd. of any management right on
the'new exchange and will enable banks and brokers to
participate directly in trading.u
The Government's move was definitely a decisive one to
position Hong Kong as the major financial centre in the Far
East. Once established, the Financial Futures Market will have
an enormous impact on the cash market and the financial sector
of Hong Kong.
Therefore, it' is important for us, as graduate students
working in the relevant profession, to evaluate and predict
the feasibility and the implications of such an innovation.
`South China Morning Post (Feb.17,1984)
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Objectives of Study
The research project intends to cover:-
(1} What is a Financial Futures Market?
(2) The treasury requirements of business concerns.
(3) Existing resources in the business environment of Hong
Kong and its potentials in supporting a Financial Futures
Market.
(4) The present products available to business concerns from
financial intermediaries in the existing cash market.
(5) The form the Financial Futures Market should take and the
potential products that can be offered if a Financial
Futures Market is established.
(6) The role Hong Kong will play in the world's financial
scene once the Financial Futures Market is established.
CHAPTER II
5CHAPTER II
SCOPE OF STUDY AND METHODOLOGY
While this study provides a broad overview of a Financial
Futures Market in general, the major thrust is to attempt to
analyse its applicability and viability, from the user's point
of view, if such a market does come into existence in the near
future. Attention will also be paid to how the Exchange
should be organized to meet the financial needs of market
oarticioants.
Methodology
A qualitative approach is adopted for this paper, based
on the following reasons:
(1) As a preliminary feasibility study, no specific hypothesis
is set up to measure against.
2) Lack of in-depth knowledge among the mass population has
limited the availability of a meaningful sample size for
a well-defined quantitative analysis.
6(3) Current market participants vary greatly in size and
influential power. Thus results of a quantitative survey,
taking the majority as the standard, may distort the
opinions of the few major magnates.
To achieve the objectives in Chapter I, the following
methods will be used in this study:
(1) The study of similar Exchanges in other parts of the world
by referring to books and published periodicals.
(2) Interviews. will be conducted with prospective market
participants to facilitate better understanding of current






Unpublished data are also collected from the following
sources:
(a) Teaching materials from various professional
seminars.
(b) Operation manuals and training materials of existing
Exchanges and brokerage-houses.
(c) Meeting minutes of working committees concerning the
subject matter.
Analytical work will be done basing on the aforementioned




WHAT IS A FINANCIAL FUTURES MARKET
What are Futures
The term futures was originatea from commodity
exchanges, where futures are contracts to buy or sell an
agreed-upon commodity at some future date at a price
established by open outcry, in a central marketplace. The
mechanism was designed to transfer the risk of price
volatility from hedgers, usually commercial concerns with
interests in a specific commodity, to speculators.
Since only a small good-faith deposit (.margin) is
required for the uptake of the whole contract, hedgers view
this as low-cost insurance while the speculators are taking
chances to make a potentially larger. profit.
Although merchants in Europe and Japan were trading
futures in the late seventeenth century, an official market-
place did not come into existence until the establishment of
the Chicago Board of Trade (CBT) in 1848, which dealt only in
farm-produce futures.
9what is a Financial Futures Contract
In the late 1960's, Milton Friedman predicted that
Bretton Woods Agreement would collapse, ending the era of
fixed exchange rates. Friedman's prediction was correct as
exchange rates were allowed to float in late 1971. Chicago
Mercantile Exchange (CME) took the opportunity to launch
currency futures in the following year. The contract was
designed to attract small commercial interests who were denied
access to the interbank market.
Responding to the volatility of interest rates in the
economic cycles, the Chicago Board of Trade introduced the
first interest rate futures contract, Government National
Mortgage Association's mortgate-backed certificate, in
1975.
Financial futures can be described as future contracts to
buy or sell a financial instrument, during a specified month,
at aprice established in.a regulated marketplace. Future
contracts are standardized as to coupon rate, maturity,
issuers and quantity, etc.
In reality,,the price differential between spot and
future prices moves toward zero as the delivery day for the
10
futures contract approaches. This is not inconceivable as the
futures delivery becomes a spot delivery eventually. This
scenario can be better illustrated with Figure 1.
FIGURE 1





A list of contracts traded in major exchanges are given
in Table 1 and Table 2.
TABLE . 1




4,529,494CMES P 500 Stock Index
2,291,420CME90-day Treasury Bill
2,033,932NYFENYSE Composite Stock Index
1,103,787CBTGinnie Mae




193,675NYFEOptions on NYSE Stock Inde:
153,nn4CMEOptions on S P Index









CBT = Chicago Board of Trade
CME = Chicago Mercantile Exchange (IMM)
NYFE = New York Futures Exchange
source: Euromoney, October i i
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TAB LF 2
FINANCIAL FUTURES CONTRACT TRADED IN THE LONDON INTERNATIONAL
FINANCIAL FUTURES EXCHANGE (LIFFE)
Contract Volume
Jan.- June, 1983
20-year UK Government Gilt 187,466
3-month Eurodollar 160,733






Source: Money Market Services Ltd.
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Functions of a Financial Futures Exchange
A financial futures exchange is a membership organization
formed for the purpose of providing trading facilities for
financial instruments.
One of its obvious functions is to facilitate the
transfer of funds resulted from trading transactions through
well-specified settlement procedures. This is usually done
with the help of a separately managed Clearing House
operation,
To attract interest from potential users, the exchange
needs to formulate marketing plans. Functions such as
launching of a potential product, training and development of
personnel, dissemination of contract price information, etc.
should all be coordinated by the exchange management.
On top of the.aforementioned operating functions, the
exchange body also has the obligation to ensure the
professional practice of exchange members. Interests of all
parties concerned should be protected against fraudulent and
negligent acts. Through the establishment of various
committees, exchange rules and regulations are strictly
14
imposed to all members and their representatives, disputes are
formally arbitrated between members.
FPat-»rPqf the Market
A financial futures exchange is not a direct link in the
distributive system for financial markets but rather a
subordinate organization to facilitate the system's operation.
As such, it has certain distinctive features:
Contract Liquidity
Liquidity can be reflected by the trading volume of a
particular contract. As hedgers seek to transfer risk to
speculators, their prime concern is the ability to execute
orders of any meaningful size at or near the market price.
An efficient futures market can undoubtedly satisfy this
requirement by absorbing the hedge-without any significant
impact on spot prices. In the case of liquidating a stock
portfolio, a money manager may find himself driving the
stock value down tremendously whereas a similar short
15
hedge in index futures can be fully absorbed by the market
without any significant impact on market prices,
Momentum
Speculators participate in the market hoping to make a
quick profit. Their primary concern is whether the market
price will move quickly in response to news or change in
investment sentiments.
Though price gyrations are mainly affected by the nature
of the instrument being traded, its momentum can somewhat be
manipulated through the exchange's increase and decrease in
margin requirements from member firms.
Price Discovery
Throughout a trading day, news having a direct or
indirect effect upon contract prices is constantly evaluated
by market participants. As theyadjust their portfolio in
accordance with their interpretation of the news, the buying
3Business Week (August 22, 1983)
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and selling of a contract will result in the discovery of a
fair market price. For well-established futures markets, the
price determination mechanism may sometimes have a leading
effect on cash prices.
Participants of the Financial Futures Market
Hedgers
Hedging is the initiation of a position in the futures
market with the intention to temporarily substitute for the
sale or purchase of financial instruments in the cash market.
Hedgers usually refers to commercial concerns which have a
natural requirement to own or dispose a financial instrument
or currency as a result of its main-line business activities.
A short-hedge is accomplished when a money manager
takes a position in the futures market opposite to its cash
position. The objective is the transfer.of risk to others.
A long-hedge is accomplished when a money manager bum
a financial instrument in the futures market instead of.
waiting till the funds become available and invest in the ci




Individuals or firms who assume price risk in the futures 
market, in order to pursuit profit opportunity. They 
established long or short position according to their forecast 
of the price trend, interest rate movement, etc. Speculators 
are very important market players who provide the bulk of 
liquidity for futures contracts.
Brokers and Dealers
Those in the "Locals" category are traders in futures 
exchange who take positions for themselves. Profits are 
usually generated from their frequent transactions which also 
contribute greatly to the liquidity of a contract.
 "Commission Brokers" operate for a brokerage firm to
execute customer orders. The commission broker or floor 
broker must assess market conditions in the trading pit in 
order to fill the orders at advantageous prices and to advise 
his firm on the feasibility of a particular trading plan.
"Spreader" or "arbitrager" can work for a brokerage firm, 
a securities dealer or himself to take advantage of any price 





THE TREASURY REQUIREMENTS OF BUSINESS CONCERNS
Treasury requirements represent the needs of an
organization to eliminate its exposure as a result of its
activities to financial market fluctuations. The firm may
engage in trading activities the import and export of goods
across borders will result in exchange exposures. Or the firm
may engage in localized projects: there is an immediate need
for capital so a project that yield future receivables (in the
same currency) can be launched. This will be a funding
exposure. The firm may also diversify its resources and invest
in securities that make up its portfolio. When political,
economic or social changes take place the firm may find it
necessary to switch its exposure from one type of industry (or
securities) to another.
Questions will arise as to the difference in functions of
a Corporate Financial Controller with that of a Treasurer. The
Financial Controller is responsible for the planning of*the
lonqer term financial requirement which is in accordance with
19
the overall corporate plan. Whereas the Treasurer's primary
responsibility is shorter term oriented, with pricing being
the prime concern, to execute the firm's financial commitment
at the best time to minimize its costs or maximize benefits.
In general, the duties and responsibilities of a
corporate treasurer can be summarized as follows:
(1) To effectively allocate the firm's financial resources
among departments or subsidiaries.
(2) To minimize the firm's financing costs through
professional planning and negotiating with bank:
(3) To prevent the firm from suffering foreign exchange
losses due to market fluctuation or,
(4) If so desired by the company,to maximize foreign
exchange gain through prudent currency management.
(5) To monitor the firm's-investment portfolio for a
meaningful return.
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For example, a firm's long-term plan may include the
development of a product which requires a considerable amount
of capital but no cash inflow is expected in the beginning
5-year period. The Financial Controller may propose to the
board to finance the project with the issuance of a 10-year
bond, with sinking fund operation. Once this proposal is
accepted by the Board of Directors, it is the Coporate
Treasurer's responsibility to supervise the bond issue,
including the liaison with underwriters as to the management
fee charged, the timing of the issue to minimize interest
cost, etc.
In many cases, the Treasurer can exercise his discretion
as to what vehicles to choose to meet the firm's treasury
requirements. For example, a cash-rich multinational firm is
in need of a certain amount of Hong Kong Dollar for the next 3
months. The Treasurer may choose to draw down a money market
loan from a bank in Hong Kong or through the execution of a
foreign curr-ency swap, whereby. HK$ is exchanged for, a.period
of three-month against the firm's US Dollar reserve.
21
Foreign Exchange
Whenever a firm has payables in one currency and
receivables in another,it has a foreign exchange exposure. A
manufacturer in Hong Kong pays its raw materials, wages
and rent in Hong Kong Dollars but it may receive currencies of
all sorts (depending on which countries it exports its
products to) from its customers. The fluctuation in value of
these currencies vis-a-vis the Hong Kong Dollar will directly
affect its profit margin. If the Hong Kong Dollar strengthens,
he will be at a disadvantage because he has to receive more
foreign currencies to pay its Hong Kong Dollar payables in
order to remain at its previous profit margin. Conversely, it
will be at an advantage if the Hong Kong Dollar weakens.
A shipping company may have its fleet built in Japan
serving US customers. If the Japanese Yen strengthens
vis-a-vis the US Dollar,it will be at a disadvantage because
it has to receive more US Dollars in order to maintain its
previous profit margins.
If both its receivables and payables are due, it has an
on the spot (called Spot in the banking field) exposure.
If they are due at a certain point in future it has a forward
exposure.,
22
Consider now a fund management institution. It receives,
for example, Hong Kong Dollars from its clients and invests
for them. If the investment is not made locally, but, say, in
Germany, the fund manager will have an exchange exposure
because his investments in Germany will earn more Hong Kong
Dollars (on top of the expected return of the initial
investment) if the Deutsche Mark strengthens vis-a-vis the
Hong Kong Dollar. In this case he has to forecast the rate of
exchange between the Deutsche Mark and the Hong Kong Dollar at
the time he terminates his investment in Germany. If he
anticipates the Deutsche Mark to strengthen against the Hong
Kong Dollar it will be better for him to sell the Deutsche
Mark receivables (from selling of his investment) at a later
date, say, on the day of maturity. Conversely, if he expected
the Deutsche Mark to weaken against the Hong Kong Dollar, he
will arrange a Forward Contract with a bank to sell his future
Deutsche Mark receivables now.
Funding
Exposures in this area spring out of imbalances in cash
inflows and outflows. For 'a typical project a firm may have
to raise initial cash outlays from banks and repays them when
23
future inflows are effected. Or the firm may be liquid and
launches a project using its own capital. But it still has to
reinvest, or lend out the cash inflows in order to maximize
its profits.
Funding exposures may also arise from diversification of
a firm's investment. A US based firm may want to make an
investment in Hong Kong, for example buying shares in the
stock market. It can sell US Dollars for Hong Kong Dollars or,
if it anticipates a drop in the value of the Hong Kong Dollar
vis-a-vis the US counterpart, it may just borrow Hong Kong
Dollars to avoid the exchange risk.
Public utility companies may need a heavy initial
investment (therefore a long-term short-funding exposure) but
constantly receiving smaller amounts from users and therefore
having a short-term long-funding (surplus) exposure. To
eliminate these exposures the company will have to borrow
long term and lend out-(or reduce its debt) short term.
Securities
It is becoming more popular injong Kong that a cash-
rich company diverts its investment from-its main-line
business into holding the securities of other firms, which may
24
or may not be in its related business. Thus a utility firm
may hold.a certain amount of stocks in a real-estate company
to take advantage of a booming property market.
An insurance company creates liabilities from sales wher(
it has obligations to insure risk exposure of its policy
holders. The company's assets, which are created by charging
premiums to policy holders, are in turn invested in a variety
of portfolio assets. Bonds and equities are the obvious
choices, among others.
Pension funds managers and trust managers are also
frequent participants of the stock market. A trust manager
may have the designated fiduciary duty to invest selectively
in a securities portfolio. Although pension funds are more
conservative in nature, they are nonetheless attracted by the
lucrative return that a stock market can offer.
It is interesting to note that under current regulations,
a firm or an investor is not allowed to short stocks even if
the market is expected to slump. Therefore, once a firm has
established a long stock portfolio and the market is not-in
its favour, it can either cut the loss by selling out its
portfolio in the market or sit on a paper loss position hoping





EXISTING RESOURCES IN THE BUSINESS ENVIRONMNET
OF HONG KONG AND ITS POTENTIALS IN SUPPORTING
A FINANCIAL FUTURES MARKET
Current resources that are relevant to support the
Financial Futures Market are discussed together with their
respective potentials.
Human Resources
At present Hong Kong is ranked third among the world's
gold markets and one of the top five centres in foreign
exchange turnover. The financial markets here have been
developing fast since the mid-1970's. From an immature market
full of expatriates at its inauguration it.has now grown into
a fully matured centre that exports well-experienced dealers
to other major centres. Being open and liberal minded in
economic and financial adventures, it is now also a major
meeting place for international seminars and conferences.
Banks and other financial institutions are pushing hard to
train their own staffainto financial experts. As we entered
into the 1980's, a large part of medium size corporate
26
treasurers participate actively, through financial inter-
mediaries, in the interbank market to switch around their
portfolios and satisfy their treasury requirements in order
to maximize the profits of their corporations.
Therefore there is a huge pool of players who are now
very active under the present system and who are expected to
be even more active once a new market with countless
opportunities is opened.
Hong Kong people are also highly ranked on the list of
risk takers. Volatility in the financial markets here far
exceeds those of other major centres. Given this vast pool of
ready-to-go citizens, there will be no problem in terms of
liquidity contributed by locals once a Financial Futures
Market is established.
Infrastructure
The recent development in communication technology has
contributed tremendously to Hong Kong's success as a
financial centre.
Reuters and AP Dow Jones provide news and financial
information to their news-wire subscribers on a 24-hour
27
basis. Exchange dealers in a local dealing room are probably
aware of the news that the Israelis are bombing Lebanon sooner
than their counterparts in Beirut.
Over the years, banks relied on commercial tele-
communication networks such as the International Direct Dial
telex machines to conduct their day-to-day transactions. This
trend appears to be less popular with the recent introduction
of the Reuter's Dealing Model, which allows direct dealing
over the manipulation of the Reuter's monitor.
While it seems a bit too early to decide which types of
equipment to be adopted by the would-be Financial Futures
Market, the Hong Kong Commodity Exchange went a step further
to obtain computer hardware and software system for the
4price-reporting of the index future,
Time Zone
One of the advantages that Hong Kong has been enjoying as
a major financial centre is probably God-given. Filling in
the time lag between the closing of the U.S. markets and the
Hong Kong Economic Journal (Nov.,1983)
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opening of its European counterparts, Hong Kong has been able
to provide a market place for market participants to manage
their positions in response to news and sentiment changes in
the Far East. This is the reason why the Hong Kong Gold
Exchange has been so successful, even its contract is
denominated in Chinese taels and Hong Kong Dollars.
The idea of round-the-clock trading has long been adopted
by international banks for their foreign exchange and funding
management. It is about time for the smaller investors to
join the game. The establishment of a formalized market with
contracts of international standards will undoubtedly be
highly welcomed by these smaller, but important market
players.
It should be noted that Singapore is already at the final
stage of setting up a financial futures market. Wheth-er its
success will hinder the growth of a similar market in Hong
Kong is a separate issue. But the fact that the Singapore




Whether an exchange can be operated successfully depends
very much on the attitide of the intermediaries. Being a
fund management centre, Hong Kong has been able to attract
major international brokerage houses to conduct business.'
locally. These houses play a very important role in market-
development and training sales personnel. The depth and
liquidity of a futures market can only be achieved if market
participants are from all levels of economic sectors, both
locally and internationally.
Through their extensive sales network, those houses may
serve as the necessary medium to channel funds into Hong
Kong.
With the emerging of the "financial supermarket"
concept, the banks are very keen on developing their once
considered side-line business. Some banks went further to
acquire brokerage houses and insurance companies. Their
eagerness can also be shown-in the recent establishment of a
Steering Committee of 10 banks to submit a proposal to the
Government concerning the feasibility of a financial futures
market in Hong Kong.
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The act was only natural, considering the fact that Hong
Kong is the major funding centre in the Far East. For every
loan syndication organized by merchant bankers, the banks have
increased exposure in interest rate or currency risks. A
financial futures market appears to be a logical venue for the
hanks to hedae their positions.
Government Policy
In their proposal to the Commissioner for Securities ana
Commodities for the establishment of the Hong Kong Financial
Futures Exchange, the Financial Futures Steering Committee
(formed by a consortium of 10 banks) suggested a tax exemption
on profits earned through trading on the Futures Market. This
will be crucial to the success of the Hong Kong Financial
Futures Marked- as' compared to Singapore because the
latter, being linked to the International Monetary Market,
will also be subjected to the same taxation system. Given the
existing laissez-faire attitude and the wish of the Government
to develop Hong Kong into a financial centre, there should
result a very accommodating environment for the Financial
Futures Market to flourish.
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Existing Volume
The successfulness of a new Financial Futures Market
depends very much on the momentum of the market centre. With
the abundant resources mentioned above, Hong Kong is ready for
even a larger growth in business volume in future.
The momentum of a market is a function of the level of
real interest springing from the treasury requirements
of true commercial transactions. These requirements are
distinguished from speculative demand as the latter tends to
exaggerate market fluctuations, but it is the former that
supplies the constant movements of the market. With a
population of over five million and a living standard ranked
second in Asia, Hong Kong provides a large pool of commercial
demands that make up the basic momentum of the market. As for
the speculative element, the high risk-taking nature of its
people will provide a substantial amount of volume and
fluctuations in the Financial Futures Market once it is open.
Being a well established financial centre with a high
level of international-presence, Hong Kong has a third source
of momentum. The parents and head offices of their Hong Kong
c»hsi9iaries utilize the efficient market here to execute
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their requirements. The most notable example is that Hong
Kong is treated as an extension of the New York Market and a
prelude to European time. Overnight orders usually provide
very forceful momentum as what the New York headquarters do
in Asia is usually regarded as indicative of the next market
movement. The presence of the Peoples' Republic of China is
now emerging as a major force in the market. The PRC concerns
are very innovative and eager to try out new horizons in Hong
Kong's business world. They are one of the most ardent
supporters for a Financial Futures Market. Apart from the
present subsidiary--- Chung Mao Securities Ltd., the Bank of
China has expressed that they will turn their present
membership in the Hong Kong Commodity Exchange into a real
trading house for futures. Because of the nature of business,
PRC concerns are expected to be extremely active in stock
index futures and soya-bean futures as quoted by prominent
figures in-'-the--Hong Kong Commodity Exchange.`




PRESENT PRODUCTS AVAILABLE TO BUSINESS CONCERNS
FROM FINANCIAL INTERMEDIARIES IN
THE EXISTING CASH MARKET
Currently, treasury requirements of business firms are
mostly fulfilled through a spectrum of products offered by
various financial institutions.
Spot and Forward Exchange
Commercial customers can go to the Foreign Exchange
Department of Banks to cover their foreign exchange exposures,
both immediate (spot) and future (forward). Spot transactions
are open to the public because there is no risk involrved
provided that the customers settle the transaction
immediately,
As'for forward exchange transactions, banks will only
offer to their clients with credit limits. The risk involved
being that the exchange rate between the currencies transacted
34
on maturity date may vary from that on the transaction date.
If the fluctuation is against the customer, there will be a
risk of his evading the contract. Usually the banks will
require a collateral (fixed assets, securities or deposits) c
a_margin (say 30-50%) before they are willing to carry out
forward exchange transactions. There of course will be
customers of considerable reputation that no collateral or
margin is sought.
Under this system of operation,forward exchange contracts
are therefore available to only a limited portion of the
public, excluding smaller firms and most private investors who
cannot afford the collateral or margins.
There is also another version of forward exchange
transaction called option where the customer has the choice
as to when he would like to take up the forward exchange
contract. The risk is highest for the banks and the pricing
is consequently less competitive.
Deposits
Accepting deposits is the primary business activity of
banks. The operation is usually done in two ways: savings
35
accounts and fixed deposits. Bearing a relatively low
interest rate, savings accounts are not preferred by investors
or business concerns. Therefore most deposits are put with
the banks or financial intermediaries on a fixed term basis.
Loans
This is the most important source of financing for most
of the business concerns. The credit risk involved is also
the largest.
Bank loans-vary in tenure from one day to over 10 or 20
years. If the loan amount is too large for a single bank to
swallow, it may arrange for a syndication and invite other
banks to join in the funding. It may even launch and manage
commercial papers issued by the firms for long term
financing.
Banks usually ask for a very sizable collateral, e.g.
shares of the company, buildings, machinery or other valuable
assets. As a result, most firms only have very limited credit
facility as compared to their capital. Loans from banks-,
therefore, are used primarily for financing their projects. It
is a means to accomplish their investment objectives but never
an end in. itself.
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However, there would arise situations where the treasurer
of a business concern perceives a rise in interest rates.
After covering his funding exposures(i.e. borrowing the money
that he needs for his projects), he may intend to borrow more
for his company's investment. However, he may not be able to
do so because banks might not be willing to lend him any more
because he is already up to his credit limit. He would only
be able to do so in a financial futures market.
Currency Swaps
Currency swaps are gaining popularity as corporate
treasurers become more acquainted with foreign exchange/
money. market operations. Banks offer currency swaps
transactions to customers on similar basis as forward exchange
transactions. (A swap transaction. comprises of two.foreign
exchange transactions:-one spot and one forward). They are
useful to commercial customers in two ways:--
(1) Customers have equivalent inflows of Currency A and
outflows of Currency B for the same period.
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(2) Customers like to extend the forward exchange contract
that has matured.
Put Through's (Window Dressing)
11
Almost all banks (except extremely conservative ones)
offer this type of service to commercial clients. Across
fiscal or calender year ends customers like to polish their
balance sheet ratios by adjusting the assets and liabilities.
They will borrow from and lend to banks (or vice versa) a
fixed amount of currency and pay the bank a certain spread for
the service.
Bonds
The bond market in Hong Kong is very limited in depth.
Investors only look for very highly rated (at least AA
by Moody's standard) bonds and seldom trade them. Being
a- Colony. in itself long-term planning and/or financing
for business concerns are not commonly found. Large
international issues are presented to commercial customers
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or investors through securities houses, investment companies
or trust departments of banks. Limited in liquidity and
information, foreign bonds are only open to a very limited
sector of the economy.
Stocks
The stock market in Hong Kong was one of the most
actively traded markets in the world. Although its volume has
diminished slightly due to the recent concern on the Colony's
future, its efficiency offered by numerous brokers and floor
traders is highly recognized by professional portfolio
managers.
The drawback, however, is the lack of formalized clearing
procedure and the market is not subject to stringent
regulatory controls, a condition favoured by well-established
business firms and mutual funds for their clients' protection.
Financial Futures
A few more innovative international banks in Hong Kong
have already started their participation in overseas financiL
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futures markets and offered their services in this area to
their commercial customers. However this is a very new
product and only large commercial customers or investors can
have access to such expertise and equipment to enable them to
trade in overseas centres like New York of a completely
different time zone. Because of the complication in
settlement and operation overseas, only sizeable contracts are
accepted. Therefore, although itself a very innovative





THE FORM OF THE PROPOSED EXCHANGE
11From our valuable interviewees, who requested to remain
anonymous, we have access to the ideas proposed by the
Financial Futures Steering Committee presented to the
Government. Incorporating these ideas into our own perception,
we have drafted a model that the prospective Financial Futures
Market in Hong Kong should resemble.
The Board of Directors
The Board should be elected by the Exchange members
during the Annual General Meetings. From the Board members a
Chairman shall be elected. This can be done before---or after
the Annual General Meeting. The purpose is to allow competing
cabinets to be formed before the election or '.a coalition if
the Chairman has to be elected among the Board members from
different cabinets.
The Board shall be the governing body of the Exchange and
holds.,such powers as to make and amend Exchange Regulations.
It shall also organize the various committees with which it
41
shall share responsibilities in policy making. It shall also
be responsible for appointing a committee to arbitrate
disputes arising from trading. As for routine management, it
shall delegate to the various divisions at the bottom of the
organization chart through an Exchange Manager.
The Business Conduct Committee
It shall be responsible for all matters arising from the
manner in which the business (trading) is conducted,i.e. floor
practices and trading ethics. It shall have the power to
arbitrate disputes, conduct investigations, hold hearings and,
subject to appeal to the Board, levy sanctions including fines
and the suspension of trading privileges and revocation of
membership relating to all matters under its jurisdiction.
The Trading Operation Committee
It should be responsible for the design, maintenance, and
renovation of the Exchange facilities. It shall decide on,
for example, the site of the Exchange, the communication
system, the trading rules and the overall management and-
administration of the Exchange-members. The emphasis here is
more on policy making and research whereas the operational
functions of these areas are carried out by the Exchange
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management further down the organization strata (see Table 3.)
The Clearing House Committee
It comprises the clearing member Firms/Banks and shall
have the following authorities:-
(1) Determine the qualifications and appointment of clearir
members, who will act as market makers and as a result
shall carry out the clearing responsibilities resulted
from such dealings.
(2) Establish and enforce standards of financial capitali-
zation for clearing members based on volume and nature
of business.
(3) Enforce rules on clearing of trades, the operation of the
Clearing House and the conduct of all activities carried
out by clearing members.
(4) Establish and enforce the operation of the Margin System.
(5) Settle the cash differences arising from trades among
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date and arrange with clearing member Firms/Banks fo
physical delivery if a party wishes to take up the
contract.
The Clearing House Committee shall be comprised of
representatives of Clearing Member Firms, a majority of whom
shall be founding Clearing Member Firms. The Chairman of the




rHE POTENTIAL CONTRACTS THAT CAN BE OFFERED
IN THE PROPOSED FUTURES EXCHANGE
Our proposal of a Financial Futures Market is not a com-
pletely new concept to Hong Kong. There is a Hong Kong Commodity
Exchange (HKCE) currently in operation, although with limited
success. However, some distinct differences between the current
and proposed exchange give us reasons to support our proposal.
In 1976, the HKCE was launched by Seacom (Holdings) Ltd.,
a profit-making organization which provides management,
secretarial and research services to the Exchange. As the
governing body of our proposed exchange is a non-profit making
third party, it-will be more effective in enforcing exchange
regulations and impartial in arbitrating disputes.
Over the years, the HKCE has not been able to attract
meaningful local interest which is a crucial source of contract
liquidity. Whereas the gold futures-contract has to face
severe competition from the popular local Gold and Silver
Exchange,_--the soybean and cotton contracts are not natural
trading vehicles for individual speculators.
As for the end-users of the commodities being traded in the
HKCE, hedging against future prices movement is a bit too sophis-
ticated a strategy. Thus contract momentum is also lacking.
Another major drawback of the HKCE is that contract settle
ments are not inter-related with any major Exchange in other
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parts of the world. Once an open position is established in Hone
Kong, market participants cannot materialize on a favourable
price movement in say, New York. The lack of international
participation also partially explains the HKCE's lack of
contract liquidity.
The feasibility of the Financial Futures Market will
depend on the products offered. In determining the potential
products the writers propose three criteria to base on:
(1) The technical aspect--- this will include foreign
taxation restrictions and the availability of the product
restricted by the nature of the Futures Exchange.
(2) Whether a cash and/or secondary market of that product is
present so that price determination is readily available
and, also the size of the present market, so that
manipulation by a few is less possible.
(3) Potential local interest--- Almost every futures exchange
in the world requires a large pool of locals to provide
liquidity and momentum. Therefore the writers propose
-products that can attract substantial local interest.
Out of a spectrum of potential products for the Financial
Futures Market in Hong Kong, the writers have selected eleven
which are believed to be of general interest. Interviews were
conducted to explore the interviewees' perception on the feasi-
bility and applicability of these proposed contracts. Inter-
viewees were divided into groups according to the financial
market sector. belonged. Their responses are tabulated (please
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TABLE 4




Contracts Bankers Commercial Brokers IndividualsInvestment
DTS' s Firms Management Dealers
30-day moderate moderatehigh lowlow
HK$ deposit
90-day
HK$ deposit high high high moderate
moderate I
Euro-dollar
deposit high lowhigh high
moderate I
Euro Yen
deposit moderate low low
Sterling
deposit moderate low low
Hang Seng
Index moderate low high high high
Currences:
moderate high high high I moderateUS $/Yen
US$/D'mark moderate highhigh moderate low
US$/Swiss Franc low moderate moderatelow low
US$/Sterling low moderate moderatelow low
moderate moderatemoderatehigh ioderateUS$/Hong Kong$
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Five potential products were proposed and discussed in
subsequent sections. The US$/HK$ currency contract is also of
public interest but was not recommended since trading momentum
will definitely be limited under the present exchange system
Pnforced by the Honq Konq Government.
Hong Kong Dollar Deposit Contract
Specifications of the Contract
Each contract is for a Hong Kong Dollar Time Deposit of
one million with 90-day maturity.
The delivery months are: March, June, September and
December.
Prices are quoted in the same fashion as those on
other international Futures Markets: 100 minus the rate
of interest (9.75% will be quoted as 90.25).
Price fluctuations will be in increments of 0.05 index
points.
Daily price fluctuation limit will be 2.0 index points.
Trading will terminate on the third Wednesday of the
delivery month. If that day happens to be a Hong Kong
Public Holiday it will be automati.call-y postponed to the
next business day.
Delivery will be by cash settlement in Hong Kong Dollars
basing on the Hong Kong Interbank Offered Rate (HIBOR)
as quoted by the reference banks:- 12 major banks will be
selected, the highest and the lowest 3 will be dropped
and the remaining six will be averaged to the nearest
0.01 percentage point (index point).
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Justifications
(1) Liquidity --- Financial intermediaries and commercial
concerns are all active participants in the present cash
market together with potential traders on the Futures
Exchange there will be available a high degree of
liquidity,
(2) Momentum --- The world's interest rate has been very
volatile in the past five years. The most notable
example being the United States. Being Hong Kong's
largest trading partner her interest movements have had
profound impacts on the Hong Kong Dollar interest rates.
Apart from. these long term movements it is very customary
for the Hong Kong Dollar interest rates to fluctuate
wildly. It is not unusual for the three month deposit
rates to fluctuate more than one percentage point in a
day. These f l4,ctu,at ions, together with the large public
public interest will provide the basic ingredients of an
active market. Table 5 shows the volatility of local
interest rate during the past seven years.
Euro US Dollar Deposit Contract
Specifications of the Contract
Each contract is for a US Dollar Time Deposit.of one
million with a 90-day maturity
50
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Source: Hong Kong Monthly Digest of Statistics, November 1983.
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The delivery months are: March, June, September and
December.
Prices are quoted in the same fashion as the Hong Kong
Dollar Deposit Contracts: 100 minus the rate of interest
(9.75% will be quoted as 90.25).
Price fluctuations will be in increments of 0.05 index
points.
Daily price fluctuation limit will be 1.0 index points.
Trading will terminate on the second business day
preceding the third Wednesday of the delivery month. If
that day happens to be a New York Holiday it will be
automatically postponed to the next business day.
Delivery will be by cash settlement in US Dollars basing
on the Hong Kong. Interbank Offered Rate (HIBOR) in the
same manner as the Hong Kong Dollar Deposit Contracts.
Justifications
(1) Liquidity--- The United States is the largest trading
52
partner of Hong Kong. There exists natural funding
requirements from commercial concerns. Hong Kong is a
major syndication and funding centre for most Eurodollar
loans in Asia. Participants, be they borrowers or
lenders will all use this contract to hedge their
exposure. Because of the high US Government budget
deficit and that US dollar being the medium of
transaction for oil, gold and other important commodities
there is a large amount of US dollar floating around
in the world's financial markets waiting to be invested.
The result will lead to an increase in demand for hedging
instruments like the Eurodollar Futures Contract.
(2) Momentum--- Because of high inflation and subsequent
determination of the Federal Reserve Board to fight it,
US interest rates have fluctuated enormously in the past
five years. There also exists in Hong Kong's cash market a
requirement for US/HK$ Swaps. This usually springs from
forward purchase or sale of US Dollars versus the Hong
Kong Dollar. Both the Hong Kong Dollar Deposit Futures
and the US Dollar Deposit Futures Contract together can
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provide an opportunity for financial intermediaries,
commercial concerns and traders to trade on the interest
rate differential between the two currencies which
determines the Swap price in the cash market.
Hedge Example
Using the Interest Rates Futures we can arrive dL d
fixed funding/lending cost for a future cash outflow/
inflow requirement. For example on June 12 a firm needs to
finance its cash outflow of one millon US Dollars from
September 16 to December 16 and the corporate treasurer would
like to apply a cost of funds for this requirement now to
arrive at a total cost for the project concerned.
Using the interbank markets
Eurodollar-quotations on June 12th:
Three months (June 16th- September 16th.
--- 92 days) 17 13/16%
Six months (June 16th- December 16th
--- 183 days) 17%
Existing method using the interbank markets:
Action necessary in the Euro market on June 12th:
Borrow six-month Eurodollars (cash) 17%
Invest in Eurodollars (cash) for three months at 17 13/16%.
Interest calculations:
_-r,,,,0 1 t 1-n writ- 1 TTiPYPci- Reeelved
Interest to be Paid for 183 dayE
Net interest from September 16th to December 1bth Requirea to
RrPak-even (net rate for the period of 15.47%)
$40,895
The bank now can lend dollars from September to December. or




This typical transaction requires six interbank deliveries,
each of which has to be executed and verified. In addition,
the transaction utilizes Eurodollar credit lines established
by the lending insitution to the first bank as well as the
first bank's investment lines to another bank.
The size of assets and liabilities (footings) of the
institution is increased. If the institution is actively
managing its positions, then the footings increase and credit
line usage can be substantial.
Using the IMM Eurodollar futures contract
Long hedge
The previous example demonstrated how to fix a break-even
rate in the forward /forward market using bank placements.
This transaction can be accomplished more simply without
using lines and increasing. footings by using the Eurodollar
futures contract. Use of the futures contract can fix the




On June 12th, the September Eurodollar contract was priced at
an index of 84.53 (100 minus 15.47%) and we wish to hedge the
last three-month loan against a fall in interest rates from
September 16th to December 16th.
Action:
1) On June 12th, buy one IMM Contract for September
delivery at 84.53 (15.47%).
2) On September 14th (last day of the Eurodollar contract
for September):
(a) Lend three-month Eurodollars (September 16th to
December 16th) in the interbank market now at ratE
of 14.00%.
(b) Reverse out (sell) one Eurodollar contract on the
IMM at 86.00 (14.00%).
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Results:
June 12th, one IMM September contract
84.53 (15.47%)is bought at:
September 14th, one IMM September contrac
86.00 (14.00%)is sold at:
Profit on the contract:
+ 1.47 (1.47%)+147 basis points
Each basis point is worth $25
Profit on the transaction:
$3,675147x$25x1 contract
Observations:
The interest on the three-month rollover loan from September
16th to December 16th in the cash market has fallen from
15.47% (its price on June 12th) to 14..00% (the price on
September 14th). This represents a loss of 1.47% ($3,716)
on the interest to be received from the loan from September tc
December, which is offset by the cash profit secured on the
futures hedge.
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US$/Japanese Yen
Specifications of the Contract
Each contract shall be for the amount of 6,250,000
Japanese Yen.
The delivery months are March, June, September and
December.
Prices are quoted in amounts of US$ per Japanese Yen.
Price fluctuations are in increments of 0.000005 and
the daily price fluctuation limit shall be 0.0001
Trading shall terminate on the second business day
immediately preceding the third Wednesday of the delivery
month. If the delivery date happens to be a New York
or Tokyo holiday it will be automatically postponed to
the next business day.
There shall be physical delivery or cash settlement
of differences with the Exchange.
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US$/Deutsche Mark
Specifications of the Contract
Each contract shall be for the amount of 62,500
Deutsche Marks.
The delivery months are March, June, September and
December.
Prices are quoted in amounts of US$ per Deutsche Mark.
Price fluctuations are in increments of 0.0001. Daily
price fluctuation limit shall be 0.05.
Trading will terminate on the second business day
immediately preceding the third Wednesday of the
delivery month. If it happens to be a New York or
Frankfurt holiday, it will be automatically postponed
to the next business day.
There shall be physical delivery or cash settlement
of the differences with the Exchange.
Justifications
(1) Liquidity--- Apart from major banks, smaller financial
intermediaries and business concerns also participate
in the cash foreign exchange market. However they usually
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have to pay a wider spread and are restricted by their
credit limits. The futures market will eliminate these
inconvenience, thus adding liquidity. Also Hong Kong is
in the same time zone as Tokyo and almost completely
complements the International Monetary Market in Chicago.
As for Deutsche Mark trading, Hong Kong and Singapore
have become the leading centres, besides New York, to
complement the Frankfurt market. For most interbank
participants in the present cash market the Deutsche Mark
is preferred to the Japanese Yen (because the former
being a more internationalized currency while the
Bank of Japan has consistently refused to free the Yen
from her present controls). In the existing cash market
the Deutsche Mark has a larger base of liquidity than
the Japanese Yen. Table 6 shows estimated foreign
..exchange turnover of various currencies in Hong Kong.
(2) Momentum--- Since 1972 when the major countries agreed
to repudiate the Bretton Woods Agreement and allowed
the US Dollar to float, the financial world has witnessed
a period of volatility for the major currencies. The
main source of momentum being the US Budget Deficit,
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TABLE 6
ESTIMATED FOREIGN EXCHANGE TURNOVER OF VARIOUS CURRENCIES
IN HONG KONG, 1983
Currencies Volume in US$ Million
US$/Deutsche Mark $3,000
US$/Japanese Yen $2,500
US$/British Pound $ 700
US$/Swiss Franc $ 600
US$/Hong Kong Dollar $1,000
Source: Research Statistics, Pedder Martin Ltd.
Market Intelligence, Charles Fulton (HK)1982 Ltd.
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high inflation throughout the world (which leads to
unstable oil and gold prices) and nervous political
situations. Investment managers and corporate treasurers
become so susceptible to these fluctuations (as their
exposures result in wild swings of profit and loss)
that they decide to join in the game. This adds the
element of uncertainty to volatility that originally
characterized the exchange market as economists'
expectations are being speculated and movements wildly
exaggerated. The risk taking people of Hong Kong quickly
grap on to this tradition and for those who can afford
an exchange limit from a financial intermediary have
already started trading on the major currencies. They,
together with the real users (investment managers,
trading firms, security houses etc.) will eagerly fuel
the Hong Kong Financial Futures Market once it is open.
Hedge Example
The purpose of a hedge in currency tuture is to protect
operating profit anticipated through normal course of
business. The importer is primarily interested in selling
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his imported goods at a profit. He preters to leave zne
assumption of foreign exchange risk to some speculator who iE
willing to accept the risk in hope of future price
Annrpciation.
A multi-national company may have need for a selling
hedge. Suppose a U.S. pharmaceutical manufacturing company
has a Far East headquarters based in Hong Kong. A plant will
be established in Japan to produce certain drugs to be
exported to the U.S. as well as for local sales. This plant
will be in need of funds in Yen to finance the necessary
equipment. It is expected that substantial revenue will be
generated in just over a year to cover the initial
investment.
The logical move will be for the parent company to
transfer funds into Japan to start up the project. At the end
of the prescribed period, the Japanese subsidiary will return
funds to the U.S. parent.
Th P arithmetic of a hedged transaction is as follows:
Futures MarketCash Market
June 1, 1983
Buy 100,000,000 V Sell 100,000,000
June '84 VUS$424,000□ US$0.004240
US$426,500@US$0.004265
June 1, 1964
Sell 100,000,000 v Buy 100,000,000
□ USS0.004210 US$421,000 V (offset)
US$421,500@US$0.004215
US$ 5,000GainLoss US$ 3,000
US$` 2,000Net Gaii
In this example, the hedger has a profit of $2,000 by hedging in the
futures market, versus a loss of $3,000 if the position is unhedged.
On the other hand, had the Yen value appreciated to 0.004280 per US dollar,
the arithmetic will be:
June 1, 1984
Futures Market--Cash Market
Buy 100,000,000Sell 100,000,000 v





The potential gain of $4,000 in the cash market will be
partially offset by the loss of $2,000 in the futures market.
The important aspect in this example is that the firm
has been protected from any significant loss in foreign
Pxc'hanae by utilizing a short hedge.
Hang Seng Index Contract
Although the index does not necessarily reflect true
movement of the stock market due to its small samples (33
share prices), it is nonetheless chosen because of its wide
local and international recognition.(Please see Appendix).
The index is an arithmetic mean of share prices of 33
leading companies, weighted by market capitalization.
Specifications .of the Contract
Each contract is valued at HK$50.00 times the Hang Seng
Stock Index e,g..an index of 850 is valued as HK$50 x 850
or HK$42,500.
Delivery months are: March, June, September and December.
Price fluctuations will be in increments of 0.50 index
points or HK$25 per contract.
Daily price fluctuation limit will be 60 index points.
Trading will terminate on the third Wednesday of the
contract month. If that day happens to be a Hong Kong
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public holiday it shall be automatically postponed to the
next business day.
- Delivery shall be cash settlement in Hong Kong Dollars.
Justifications
(1) Liquidity--- As most portfolio managers and stock
underwriters in Hong Kong are very knowledgeable in market
operations, they will be more than happy to utilize the
index futures as a low-cost vehicle for them to hedge
against adverse price movements. Risk associated with the
stock market in general is called systematic risk. It
may be the result of high unemployment or political
instability that affects the attractiveness of holding
stock as an investment. Currently, systematic risk can
only be reduced by liquidating the whole portfolio., This
method is both costly and may depress the market price
comparing to hedging in index futures.
The other form of risk is unsystematic, which is caused
by events relating to one company which results in share
price decrease. Unsystematic risk may be avoided with a
diversfied portfolio. But it is beyond the small
investors' financial ability to do so. Thus they will be
a happy to utilize the stock index futures to avoid such
risk.
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With the abovementioned reasons, plus the public's
recognition of the Hang Seng Index as the stock market
index, the proposed contract will not be short of
liquidity when launched.
(2) Momentum--- The Hong Kong Stock market is well known for
its volatility during the past decade. On top of the
ever-changing fundamental environment such as trade
performance, land sales and unemployment figure, Hong
Kong's stock market is susceptible to its unique
political development concerning its future after 1997.
Investment-sentiments change from one extreme to another.
It is not uncommon that the market moves more than 30
index points in a single trading day.(Please see Table 7.)
Hedge Example
The purpose of a hedge in index futures is to offset
realized or unrealized losses on the stock portfolio with
gains on the index futures position. Similar to hedging in
all futures, gains in stock positions are also offset by













Source: Research Department, Sun Hung Kai Securities
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Portfolio managers who are concerned that their stock
inventory will drop in value because of an anticipated market
decline can sell a sufficient number of index futures
contracts to approximate the value of stock portfolio. This
is known as a short hedge.
Suppose the treasurer of a local conglomerate invested
part of the company's idle funds in the stock market when the
Hang Seng Index was at 850. Since then, favourable sentiments
have been carrying the market to a yearly high of 1050.
According to various researches, the market is due for a
correction. Having adopted a bullish long-term market
outlook, the treasurer does not want to liquidate the
company's portfolio at current level and re-enter the market
whenthe correction is over, since transaction cost is rather
significant. The arithmetic of an index futures hedge is:
70
Futures MarketCash Market
index at 1050Feb. 10, 1984
index futuresSell 20 SeptLong stock portfolio
HY$1,060,000at 1060HK$1, 050, 000current value
index at 900June 10, 1984
index futuresBuy 20 SeptLong stock portfolio
HK$905,000at 905HK$9OO1OO0current value
HK$155,000Gain





THE IMPACT OF THE FINANCIAL FUTURES MARKET ON
HONG KONG ONCE IT IS ESTABLISHED
Jumping on the Bandwagon
With the advent of the various financial futures market
throughout the world--- London International Financial
Futures Exchange (LIFFE) and the coming of the Singapore
International Monetary Exchanage (SIMEX)--- more and more
hedgers and speculators have fixed their eyes on the futures
rather than the traditional cash markets. In fact it has
already become a phenomenon that the International Monetary
Market in Chicago is assuming the leading role in currency,
interest rate, and -commodity futures. Other markets like
those -in Asia and even Europe have to follow the trend
setter... Participants in the futures markets,. regardless
of their size and credit standing, are far more numerous thar
the financial intermediaries in the cash markets. They also
contribute a larger volume since they operate on a margin
basis and there is absolutely no tie-up of capital for
interest rate futures. The situation is even
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more pronounced as the transactions are all treated as
contingent items accounting-wise and do not at all affect
their financial ratios. As for the cash market, financial
intermediaries have to restrict their activities according t
prescribed liquidity and gearing ratios. As a result the
futures markets attract more and more participants and are
growing significantly in both liquidity and momentum. This
leads to the consequence that the Futures Market is more
effective in terms of price determination. If this trend is
to continue we will witness a gradual deterioration of the
cash markets (it may go to the extreme that it only serves a!
a source for physical delivery of products by real users).
This has already been started in the interest rate futures
market in the IMM where the momentum and liquidity both
surpass those of other cash markets.
Hong.Kong is now a reputable and efficient cash market of
major financial instruments (currencies and interest rates)
but given time the market here may sink to oblivion if the
world's other cash markets dwindle. Establishing a Financial
Futures Markets is in fact. a must, a grab on the fast moving
train of the financial world that will put Hong Kong ahead of
other centres so as to maintain her present status in the
world's market place.
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Once the market is established, training of trading staff
and discovering of trading techniques will follow which will
be essential in upgrading the human resources aspect of the
economy,
In addition, a well organized Financial Futures Market
surpasses a less organized cash market in the following
manners:-
The Futures Exchange shall be open and easily accessible
to all participants. The prices being quoted can be
available to all the users. Despite their size and
frequency of usage they can deal at the prevailing price
that is quoted. There shall be no price discrimination.
Credit risks facing the participants are reduced
because-they are dealing with the Futures Exchange in all
transactions, rather than the other parties. The credit
worthiness of the parties has already been scrutinized by
the Exchange Clearing House.
Itself being a hedging market,the Futures Exchange offers
contracts in a much simpler fashion than those in a cash
market since all items traded are standardized.
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There is no need for the parties to know who the counter-
part is as everybody is dealing with the Clearing House.
There is no need to close an open position with the
original counterpart with whom the position was started.
Because of the large number of participants (this can be
expected as a major portion of the participants will be
small firms and private investors) and the anonymity
characteristic, market manipulation by a few becomes
more difficult. Deterioration in the financial situation
of the Exchange members, as far as futures trading is
concerned, can easily be detected by the Clearing House,
thus lowering the risk of the other Exchange Members.
Also there will be an arbitrating council to settle
disputes whereas in the cash market it is often the party
with the stronger bargaining position that gets the
justice.
Hedging Centre of Local International Business Concerns
Up to the present, Hong Kong is the major financial
centre for the region. Foreign exchange and money market
transaction volume has not only maintained a high degree.of
international presence but also contributes to attract
commercial interests to cover their exposures here.
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However as the concept of Financial Futures Hedging gains
popularity in the world the cash market can no longer
compete. Commercial firms, financial intermediaries and
central banks are looking forward to a hedging centre in Asia
for their respective exposures. With the sophisticated
infrastructure and the existing expertise, Hong Kong has all
the potentials necessary. The Futures Exchange can serve this
mr SPn two ways:-
(1) Hong Kong will become a very important hedging centre
for local interests. The Hong Kong Dollar Deposit Contract
and The Hang Seng Index are unique to the Hong Kong Financial
Futures Exchange and are not available anywhere else. As Hong
Kong (which has been pointed out by the great economist
Milton Friedman) is the model of laissez-faire economic policy
study it has already attracted lots of foreign attention and
investment. International funds managers have frequented Hong
Kong's financial scene and will only intensify their
act-ivities.once the Futures Exchange is established.
Therefore we can expect the two contracts--- Hong Kong Dollar
Deposits and Hang Seng Index--- to attract not only local
but also international investors.
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(2) It will become a very important centre for internatlona
hedgers and investors. As the Hong Kong Futures Exchange
offers a wide range of contracts (Eurodollars, Japanese Yen,
Deutsche Mark) it can easily be developed into an extension of
the world's most important Futures Markets like the
International Monetary Market in Chicago. Not only is Hong
Kong situated in the right time zone (exactly complements
Chicago) but it also offers all the resources that are
4 %A -I* t--onap_
Revitalizing syndication and Debt Markets
The establishment of the Futures Exchange can also help
Hong Kong in yet another manner. Until recently Hong Kong is
still the centre for syndicated loans in Asia. Lately it has
been losing grounds to new rivals like Tokyo and Sydney. The
main reason is the decline in liquidity in the Hong Kong
capital market. This may be purely cyclical or it may due to
the uncertainties of 1997. Whatever the cause the Financial
Futures Market can ameliorate the situation by providing
firstly: a hedging source (the liquidity offered by the
Ibid pp 25 to 32 (Chapter V)
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Futures Exchange) and secondly, a sign of confidence as Hong
Kong is back on the road to be the leader of the Asian
Market,
. Although Hong Kong is an outstanding financial centre,
it is by no means complete. Bonds and other commercial papers
have found no market here. This is more a result of
investment climate. The Futures Exchange can in turn
activate the bond market here by first offering contracts for
hedge (Eurodollars) and secondly start bond futures dealing or
as an extension from other markets, Treasury Bills and
Treasury Bonds Futures for more sophisticated hedging and
investment operations.
Metamorphosis
By offering more -employment opportunities and setting a
more aggressive investment climate the Futures Exchange can
change Hong Kong into a more sophisticated economy,-farther'
and farther away from her original dependence on manufacturing
industries. This is highly desirable as Hong Kong, having no
' Euromoney (Jan, 1 984)
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natural resurces, should concentrate on secondary and tertiar
industries. As China slowly opens up her doors to
modernization,she will start to develop in the manufacturing
exporting route whereas Hong Kong can benefit both parties
most by first preparing itself in the direction for the
tertiary services,
Synergism
The Futures Exchange becomes even more important if China
enters the context. The great hinderland and the vast,
unexploited resources need more scientific technologies as
well as financial vehicles to open up. With her numerous
projects that are underway,China is eagerly looking for ways
to secure her return for more accurate planning. She is
therefore an enormous hedger and a huge--potential participant.
Not only will this benefit and change China's financial
management technostructure but will also contribute enormously






Hong Kong's present financial markets, prolific as they
may be, are facing an formidable and yet inevitable challenge
from the world's other financial markets. The existing
products offered by the financial intermediaries can still
satisfy the oncoming treasury requirements of business
concerns here. However the emerging Futures Markets all over
the world (in New York, Chicago, London and Singapore) are
offering far more advanced and efficient hedging and invest-
ment instruments. Not only are their products superior in
terms of techniques, but their markets are also larger in
terms of volume. To set foot on the way to be equals with the
other major.c-entres, Hong Kong has to develop her own Futures
Market with her own specific products. Apart from directly
completing with them (like that of Singapore) or. complementing
them (in this case, London, New York and Chicago) Hong Kong
should also offer her unique products and should aspire to
attract investors from the world's markets. That is the reason
why we propose, besides standard futures contracts in foreign
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currencies and interest rates, the Hong Kong Dollar Deposits
Contract and the Hang Seng Stock Index.
The implications this will have on Hong Kong is varied,
complicated and interesting but the main emphasis would be on
the self-development and innovation of Hong Kong as a
financial centre and also as a service station, a technology
warehouse and an expertise workshop for the opening up of
China. Once put into this context the Hong Kong Futures
Market will become far more meaningful than a mere counterpart
of the world's other futures markets. It will be idiosyncratic
and incomparable in terms of the participants present, the
contracts offered and the volume traded.
Conclusion
From our previous discussions the establishment of a
Hong Kong Futures Exchange is both desirable and imminent.
Having sizeable commercial support and all the resources
available,this proposal is, to a very great extent, feasible.
However there are some problem areas that need attention.
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(1) The qualifications required for becoming an Exchange
member. This can be in the form,of pricing or by sector of
the economy. The difficulty will be: how do we apply the
correct criteria so that participants from a representative
cross section of the financial and commercial community is
represented.
(2) The trading possiblities and respective techniques are
numerous. The Futures Exchange should, apart from soliciting
the desired volume, stimulate and educate the participants on
the different trading possibilities.
(3) Under current taxation system, a contracting party
deriving a profit from a transaction on the futures exchanc
would be very likely to be subject to profit tax. This
application would be counter-productive for the Hong Kong
Futures Exchange as potential traders are not subject to
profit tax by merely concluding the deal in an exchange
operated outside of Hong Kong.
Therefore the Government is urged to review the Profit
Tax Ordinance to ensure Hong Kong's futures trading be
82
treated on an equal tax footing against its counterparts.
This consideration is especially critical in attempting to
encourage present traders to switch some futures business into
the newly established Hong Kong Futures Exchange.
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APPENDIX
BUSINESS CONCERNS INTERVIEWED DURING THE RESEARCH
ContiGrain Financial Far East
Dodwell International Buying Offices Ltd
Meyer Manufacturing Co., Ltd.
Nediloyd Lines
Philips Hong Kong Ltd.
The HongKong Electric Company Ltd.
FINANCIAL INSTITUTIONS INTERVIEWED DURING THE RESEARCH
Amsterdam- Rotterdam Bank N.V.
BankAmerica Trust Company (HK) Ltd.
CCIC Finance Ltd.
Charles Schwarb Co., HK.
Chase Manhattan Bank N. A.
Merrill Lynch International Co-,HK-
Paine Webber Mitchell Hutchins Int., Inc.
Shearson/American Express Asia
Sun Hung Kai- Merrill Lynch Commodities Ltd.
Sun Hung Kai Securities Ltd.
Yamaichi International (HK) Ltd.
Wardley ACLI Commodities Ltd.
Yardley Investment Services Ltd.
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APPENDIX
HANG SENG INDEX COMPONENTS
Banking and Finance
Bank of East Asia
Hang Seng Bank












Hong Kong and Shanghai Hotel
Miramarrtel and Investment
Utilities
China Light and Power
Hong Kong and China Gas
HongKong Electric Holdings
Hong Kong Telephone
Hong Kong and Yaumati Ferry




Hong Kong and Kowloon Wharf
Orient Overseas Container (Holdings)
Wah Kwong Shipping and Investment Company
World International (Holdings) Limited
Properties
International City HoldingsCheung Kwong (Holdings)
Henderson Land Developmen- New World Development
Hongkong Land Sun Hung Kai Properties
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